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Students’ Department
H. P. Baumann, Editor

AMERICAN INSTITUTE EXAMINATIONS
[Note.—The fact that these answers appear in The Journal of Account
ancy should not cause the reader to assume that they are the official answers
of the board of examiners. They represent merely the opinions of the editor
of the Students’ Department.]
Examination

in

Auditing

May 14, 1936, 9 A. M. to 12:30 P. M.
The candidate must answer all questions.

No. 1
(a)
(b)
(c)

(9 points):
Define contingent assets and contingent liabilities.
Give two examples of each definition.
How should each of your examples be shown on the balance-sheet?

Answer:

(a) The following definitions are given in Accounting Terminology, the pre
liminary report of a special committee on terminology of the American Institute
of Accountants:
“Assets, contingent: Assets, the value or existence of which depends upon
the occurrence or non-occurrence of a certain event or upon the perform
ance or non-performance of a certain act.
"Liabilities, contingent: (1) Liabilities arising only in the event of something
which may or may not happen. They may be classified in several ways:
(a) Definite liabilities, which may be found by an examination of
the accounts and records, such as a liability on notes re-discounted,
arrears of dividends on cumulative preferred stock, unpaid subscrip
tions on stock, endorsements or guaranties which have been given,
payments on leases, etc.
(b) A second class is more difficult to trace, for it includes such items
as guaranties in the sale of goods or services, contracts for future de
liveries, cancellation of sales on time, returned merchandise, pending
law suits or judgments under appeal.
(2) Liabilities which may arise in the future as a result of transactions
in the past and, if arising, will result, in some cases, in a corresponding
contingent asset but not necessarily of equal value. . . .”
(b) A common example of contingent assets is land donated by a municipal
ity or a chamber of commerce upon condition that a certain period of operations
be completed or that a certain number of employees be engaged for a certain
period.
Another example arises when notes receivable are discounted, as stated under
(2) above. At the time the notes are discounted, the party who endorses them
for discount has a contingent asset and a contingent liability. If the maker
pays the notes to the holder the contingent liability and the contingent asset
no longer exist. If the maker does not pay, the contingent asset and contingent
liability become actual.
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Two examples of contingent liabilities are: (1) notes receivable discounted
and (2) possible losses from law suits pending.
(c) On the balance-sheet, the land held under a contingent gift should be
shown as “contingent asset-land” with a corresponding “contingent surplus.”
The value to be assigned to it would be set by the board of directors, and it
should be the appraised value.
No note need be made of the contingent asset for notes receivable discounted
except as disclosed inferentially in the footnote commenting upon the contin
gent liability of the notes discounted, which would be appended to the balancesheet.
Other methods of showing the contingent liability on notes receivable dis
counted would be: (1) to show the amount of the notes discounted “in short”
in the current liability section or (2) to include them as both current assets
and current liabilities. The objection to the latter method is that the working
capital ratio is distorted.
The contingent liability on pending law suits may be shown as follows:
(1) Just before the net worth section of the balance-sheet as “reserve for
estimated loss on pending law suit $xxxxxx,” if an estimate can be
reasonably made.
(2) In a footnote appended to the balance-sheet. If an amount is used, the
footnote should state the source from which it was obtained or on
whose opinion the amount is based.
No. 2 (5 points):
The balance-sheet of the A Corporation shows as a fixed liability “First
mortgage bonds, $100,000.” On inquiry you learn that these bonds mature
within the next six months, and you inform the treasurer that you propose to
show the item as a current liability. He explains that steps are being taken to
refund the liability by a new issue of bonds at a lower rate of interest. From
a survey of the finances of the corporation you are convinced that it will have
no other means of meeting the debt.
It so happens that another client of yours owns 90% of the bonds, and has
boasted to you that he will soon obtain full possession of the A Corporation
which is a business rival.
(a) What use will you make of this knowledge?
(b) How will you treat this item on the A Corporation balance-sheet?
Give your reasons.
Answer:

(a) Disregarding the actual value and possible use of the specific information
mentioned in this matter, it may be said that an accountant is not at liberty
to apply knowledge gained from one client in reviewing the affairs of another
client. Of course, in certain instances it is doubtless difficult to eliminate com
pletely from one’s mind information related to a particular client obtained
from outside sources, but it should never be made the basis for any material
statement. In this case, the information that the holder of the bonds confi
dently expected to obtain control of the business in a short time in no way
affects the position of these bonds on the balance-sheet.
(b) As these bonds are maturing within twelve months of the date of the
balance-sheet I would show them as a current liability. Payments of the bonds
will have to be made out of whatever working capital the company has,
assuming that no appropriation of a sinking fund has been made. The only
valid reason for showing these bonds as a fixed liability (and this explanation
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would have to be mentioned in a footnote) would be when arrangements
for refinancing the issue have been completed.
No. 3 (8 points):
The Retail Hardware Corporation purchased on December 31, 1930, a cash
register for $1,500, paying $500 down and giving a series of notes of $100
each, payable on December 31st of the ten following years. In your audit
for the year 1935 you find this item stated in the “cash register” account and
on the balance-sheet at $900. The bookkeeper explains that the corporation
does not consider the register as its property until all the instalment notes have
been paid, although the bill of sale passes the title unconditionally.
(a) State what entries should be made to show the facts. (Assume deprecia
tion at 6%.)
(b) How will they be shown on the balance-sheet?
(c) What explanation will you give the bookkeeper in support of your
instructions?
Answer:

(a)
Journal entries.
Cash register............................................................ $ 600.00
Serial notes payable.........................................
$ 600.00
To raise value of cash register to original cost
and to place liability for serial notes payable on
books.
Surplus.....................................................................
360.00
Depreciation—cash register....................................
90.00
Reserve for depreciation—cash register..........
450.00
To provide for depreciation of cash register,
on following basis:
Rate of annual depreciation.......
6%
Depreciation for year ended De
cember 31, 1935.......................... $ 90.00
Depreciation from December 31,
1930, to December 31, 1934....
$360.00
(b)

Balance-sheet
Assets

Cash register (or office equipment)......................... $1,500.00
450.00 $1,050.00
Less reserve for depreciation...............................
Liabilities and net worth

Current liabilities:
Serial notes payable............................................
Fixed liabilities:
Serial notes payable—due in $100 instalments
December 31, 1937, and annually thereafter..

$ 200.00
400.00

The problem states that these notes were due annually, beginning December
31, 1931. It is evident that the instalment due December 31, 1935, was not
paid, since only four $100 payments and the original payment of $500 have
been recorded. Therefore, this overdue payment and the one due December
31, 1936, within a year of this balance-sheet, must be shown as current liabili
ties. The remainder may be shown as fixed liabilities.

379

The Journal of Accountancy
(c) Upon purchase of this cash register, assuming that it was not under a
"conditional sales contract,” the register became an unconditional asset of the
company and the notes issued became a direct liability. Elimination of both,
while not affecting the amount of the net assets, distorts the financial position.
Depreciation must be taken as an annual charge against operations for the
use of the register. Charges for previous years, however, should be taken from
surplus, for they are not a rightful charge against current earnings.
Liabilities which are due within a year following the date of the balancesheet must be shown as a current liability. Liabilities not due in less than a
year may be shown as “other liabilities” or “fixed liabilities,” depending on
their nature.
No. 4 (5 points):
Why should depreciation be deducted on the operating statement as an
item of cost and before rather than after showing net operating profit?'
Answer:

Depreciation has been defined as the physical deterioration of tangible assets
due to wear and tear and the action of the elements. Inasmuch as tangible
assets used in any business, whether typewriters or factory boilers, are useful
only for a certain number of years, it is logical to charge each year’s operations
with its proportionate share of the cost of the asset.
This charge is a deduction from earnings before determining net operating
profit, inasmuch as the use of the machine was as much a component part
of the expenses of operating the business as were labor, fuel, etc.
No. 5 (5 points):
Your client, a manufacturer in a small way, occupies rented land and has
signed a lease for twenty-five years which does not contain a renewal clause.
On the land he has erected a building having an estimated life of fifty years.
On his books you find he has charged depreciation at the rate of 2% per annum.
(a) Will you approve this rate?
(b) Would you approve it if the lease had contained an option to renew
for twenty-five years longer?
Give your reasons for both answers.
Answer:

(a) Inasmuch as the building will revert to the lessor of the land upon the
expiration of the lease, I would write off the cost of the building over the life
of the lease, or at the rate of 4% per annum.
(b) Even though the lease contained an option to renew for an additional
twenty-five years, I would use the 4% rate. The possibility of renewal
twenty-five years hence is too remote to justify any lower rate.
No. 6 (12 points):
Your client, a physician, married and living with wife, hands you a memoran
dum of his income and expenses for the calendar year 1935 from which to pre
pare his income-tax return, viz.:
(1) Income from his profession as physician......................
$10,000
(2) Net loss from operations of farm where he maintains a
country home...................................................
1,000
(3) Net loss from rental of sea-shore home for summer, viz:
Rents received.......................................... $ 300
Repairs and depreciation.......................................
600
300
(4) Gain from securities sold—bought in 1920..................
(5) Gain from securities sold—bought in 1931..................
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(6) Loss from securities sold—bought in 1926...................
(7) Gain from real estate sold—bought in 1924, viz:
Cost of land.............................................. $ 1,000
Cost of brick office building, new..........................
7,000
Total cost........................................................
8,000
Sold for...................................................................
10,000
(8) Interest paid...................................................................
(9) State and municipal taxes paid.....................................
(10) Federal income tax for 1934 paid.................................
State how each of the above items should appear in correct amounts
return, and what will be the client’s net income subject to normal tax.
Answer:

(1)
(2)

(3)

(4)

$8,000

2,000
2,000
500
700
on the

NonTaxable Taxable
Items
Items
Income from profession............................................. $10,000
Net loss from operations of farm where he maintains
a country home:
If it can be proved that the physician operates this
farm as a business, even though he maintains a
country home on the premises and obtains his
principal income from his profession or other busi
ness, the loss may be deducted (6 BTA 890). The
test seems to be whether or not the taxpayer ex
pected to make any gain or profit from its opera
tion. This question is not answered by any state
ment of the question, nor does the question give
enough detail of the loss to enable the candidate to
ascertain whether such personal expenses as food,
electricity, water, repairs, insurance, etc., have
been allocated between the actual farm operations
and the “country home” section of the farm.
Because these questions can not be answered, it is
assumed in the solution that the farm loss is a
personal loss............................................................
*
$1,000
Net loss from rental of sea-shore home for summer:
Here, also, is presented the question of allocation
of expenses applicable to the rent income and to
the doctor’s personal use of the home. However,
as rents were received for the use of the sea-shore
home, and as I have assumed that the doctor
spent last summer on the farm, the repairs and de
preciation, ($600) less the rentals ($300) are used
as deductible items..................................................
*
300
Gain from securities sold—bought in 1930:
The gains and losses from securities sold are capi
tal gains or losses, limited by the number of years
the securities were held.
Taxable at 30%..................................................
1,500
3,500

* Deductions.
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(5) Gain from securities sold—bought in 1931:
Taxable at 60%..................................................
$600
(6) Loss from securities sold—bought in 1926:
Taxable at 40%..................................................
3,200*
(7) Gain from real estate sold—bought in 1924:
It will be seen that no provision for depreciation
has been made in this case, and for purposes of
computing gain or loss from property sold, de
preciation, allowed or allowable, must be taken
into consideration. Since no suitable rate is
suggested, however, depreciation may not be con
sidered in this case, unless the candidate cares to
take the inadvisable step of assuming a rate.
Taxable gain at 30% (as capital gain)................
600
(8) Interest paid...............................................................
2,000*
(9) State and municipal taxes:
Assuming that these did not include improvement
assessments, these are deductible...........................
500*
(10) Federal income tax for 1934 paid:
This is not deductible................................
Computation of net income
Income from profession...................................................... $10,000
Rent....................................................................................
300*
Capital gain (schedule C)..................................................
500*
Total............................................................................
Interest paid....................................................................... $ 2,000
Taxes paid...........................................................................
500

$400
4,800*

1,400

700

$9,200

Total............................................................................

2,500

Net income..................................................................

$6,700

Computation of net income subject to normal tax
Net income (above)............................................................
Less: Personal exemption................................................... $ 2,500
Earned-income credit................................................
670
Net income subject to normal tax.....................................

$6,700
3,170

$3,530

Schedule C—Capital gains and losses
Item
Number
(4)
(5)
(6)
(7)

Date
pur
Description chased
Securities
1920
Securities
1931
Securities
1926
1924
Real estate

Date
sold
1935
1935
1935
1935

Sales
price

$10,000

Gain or
Per
loss to
Depre Gain
Cost ciation or loss centage be taken
$5,000
30
$1,500
600
1,000
60
3,200*
40
8,000*
600
2,000
30
$8,000

Total................................................................................................................................

* Deductions.
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No. 7 (12 points):
What is the auditor’s duty with regard to each of the following accounts
before certifying to the balance-sheet on which they appear? Where should
they be shown on the balance-sheet?
(a) Reserve for depreciation.
(b) Reserve for restoration of leased property.
(c) Reserve for contingencies.
(d) Reserve for bond sinking fund.
(e) Reserve for income taxes:
1. In the case of an interim balance-sheet.
2. In the case of a final annual balance-sheet.
Answer:

(a) Reserve for depreciation:
The auditor should carefully review the methods of determining and
applying the depreciation rates to ascertain the sufficiency of the reserve.
In considering the adequacy of rates, the company’s own experience should be
examined, comparison should be made with other companies in the same or
similar industries, and reference should be made to standard tables of de
preciation. The accounts should be examined to ascertain whether fully de
preciated or fixed assets which have been disposed of are accounted for properly.
The reserve for depreciation should be shown as a deduction from the asset
to which it applies, in the fixed-asset section of the balance-sheet.
(b) Reserve for restoration of leased property:
The auditor should examine the leases and any contracts covering
the liability to restore the changes in the leased property and examine the basis
upon which the provision is being made to satisfy himself that it is adequate.
If the liability matures within a year, the amount should be shown under the
current-liability section; if the maturity is beyond a year, it should be shown
immediately above the net-worth section of the balance-sheet under the caption
“reserves.”
(c) Reserve for contingencies:
The auditor should ascertain the purpose for which the reserve is set
aside. If it is for an actual liability, it should be shown as such, under the
current or deferred liability section of the balance-sheet, depending upon the
maturity date. If it is a valuation reserve, it should be so indicated and de
ducted from the asset to which it applies. If it is a surplus reserve, it should
be shown under the surplus section of the balance-sheet, but with a name more
descriptive than “contingencies.” If it is created for purposes of providing
against some contingency which will in all probability occur, and the amount
is indefinite, it should be shown, with a more descriptive title, under the
“reserve” caption just above the net worth section.
(d) Reserve for sinking fund:
The auditor should study the bond indenture to see if its provisions
have been fully met. If the bond indenture is silent as to a sinking fund and if
its maintenance is evidently voluntary, the auditor should inquire as to the
policy followed and review the minutes of the board of directors for any
information concerning the reserve. He must reveal any deficiency in the re
serve if the trust indenture provides for a compulsory provision.
Since the sinking-fund reserve is merely an appropriation of surplus to be
returned to surplus at the maturity and payment of the bond issue, it should
be shown in the net-worth section of the balance-sheet.
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(e) Reserve for income taxes:
(1) In the case of an interim balance-sheet.
(2) In the case of a final annual balance-sheet.
In the case of both an interim balance-sheet and a final annual
balance-sheet, the auditor should inspect the computation of the income-tax
liability. Although it is true in the case of the interim balance-sheet that later
operations at a loss may eliminate or reduce any tax liability, this is only a
contingency. The amount of the accrued income taxes at the interim balancesheet date should be shown in the current liability section as a “reserve for
income taxes.” In the final annual balance-sheet, I would change the termi
nology to “income taxes payable” and show the amount under current
liabilities.

No. 8 (14 points):
State your reasoned objections to the form and the substance (a) of the vari
ous numbered parts of the following certificate and (b) of the certificate as a
whole:
Auditors’ Certificate
(1) We have audited the books, accounts and records of Adam & Smith, Inc.,
as at December 31, 1935, and (2) certify that, (3) subject to the realization of
the accounts receivable and the inventories, (4) the attached balance-sheet
is a true and correct statement of the company’s financial position for the
year. (5) We further certify that the accompanying profit-and-loss account as
at December 31, 1935, is (6) true and correct according to the books.
Jones, Brown & Co.
Answer:

(a) (1) “Audited the books, accounts and records” would seem to indicate
to the reader an exhaustive investigation of each transaction and a more
sweeping review of the company’s entire operations than the auditor intended
to imply.
“As at December 31, 1935,” would seem to indicate a review of the transac
tions and accounts of that day, rather than for the previous twelve months.
(2) “Certify that” should be qualified with the phrase, “in our opinion,”
for the auditor renders an opinion, not a certification of facts.
(3) “ Subject to the realization of the accounts receivable and the inventories ”
is too general a qualification. The inference to be drawn is that no reserve for
bad debts has been set aside, or that any reserve provided is inadequate, and
that the inventories have been overvalued. This qualification, by its complete
disclaimer of responsibility for two of the most important balance-sheet items,
tends to give rise to such grave doubts of the accountant’s ability as to destroy
any value the certificate might have.
(4) “The attached balance-sheet is a true and correct statement of the
company’s financial position for the year.” A balance-sheet does not present
the company’s financial position “for the year,” but as of a certain date.
Because of such estimates as depreciation and bad-debt reserves, and the
difficulty of obtaining a “true” valuation of inventories, patents, goodwill,
etc., a balance-sheet represents only an opinion, and not facts. The account
ant should hesitate to go further than to state that, in his opinion, the state
ment correctly reflects the financial position of the company.
(5) “We further certify that the accompanying profit-and-loss account
as at December 31, 1935,” is subject to the same objection to the word “cer
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tify” as outlined under (2) above. Further, a profit-and-loss statement covers
a period; it is not “as at December 31, 1935.”
(6) “true and correct according to the books” implies that the statements
are in agreement with all the books of the company. It raises the question as
to whether the books are correct and whether the auditor has examined every
one of them. It is also subject to the same criticism for the use of “true and
correct” discussed in (4) above.
(b) The following objections to the certificate as a whole might be made:
1. It is not dated,
2. It is not addressed to anyone,
3. It is not well arranged: the introductory statement, qualifications,
and certifying statement are all placed in the first sentence and a
further certificate is added in the second sentence,
4. It is ambiguous,
5. It is indefinite as to the scope and limitation of the examination and
the sources from which the information was obtained.
6. It does not indicate whether any change in the accounting methods
had been made or not.
No. 9 (8 points):
How should an auditor verify the book record of:
Directors’ fees.
Officers’ salaries.
Commission paid to officers.
Officers’ traveling expenses.
Answer:

The names of the directors should be obtained from the minutes of the
stockholders’ meeting, and the authorization for the directors’ fees, officers’
salaries and the commissions paid to the officers should be verified from the
minutes of the meetings of the board of directors. Unless traveling expenses
are unusual in amount or purpose, the authority of the directors is unnecessary.
Actual payments may be verified by examination of the voucher register
and cancelled cheques. The expense vouchers covering the disbursements
to the officers for traveling should be scanned, and authority of the disbursing
officer should be verified.
No. 10 (12 points):
(a) State briefly what information you would expect to obtain from the
following ratios, viz.:
(1) Operating profits to Operating capital employed,
to Operating capital employed,
(2) Net sales
(3) Working capital to Operating capital employed,
to Gross fixed assets,
(4) Net sales
to Receivables,
(5) Net sales
(6) Cost of goods sold to Inventories,
(7) Net worth
to Total assets,
to Current liabilities,
(8) Current assets
to Current liabilities,
(9) Cash
(10) Net income
to Net worth.
(b) When does the information become really useful?
Answer:

(a) The term “operating capital” is uncommon: in the following answer it
is interpreted as meaning the amount of capital invested and borrowed on
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long terms which is used as permanent capital, i. e., the net worth plus funded
liabilities.
(1) The ratio of operating profits to operating capital employed indicates
the efficiency of the use of the capital funds.
(2) The ratio of net sales to operating capital employed shows the turn
over of operating capital in sales and indicates whether the amount of capital
in use can readily support the volume of business done.
(3) The ratio of working capital to operating capital employed shows the
portion of operating capital needed for or applied to working capital purposes.
(4) The ratio of net sales to gross fixed assets shows the turnover of capital
invested in fixed assets in relation to sales, thereby indicating the degree of
unit cost for the use of the fixed assets.
(5) The ratio of net sales to accounts receivable reflects the ability of the
management to collect its receivables by showing the relation of turnover
of receivables to sales.
(6) The ratio of cost of goods sold to inventories reflects the inventory
turnover, which is a widely-used measure of merchandising ability.
(7) The ratio of net worth to total assets indicates the portion of total
assets represented by the investment of the owners as compared with the
creditors’ equity. It is useful in reviewing the financial condition and policy
of the company.
(8) The ratio of current assets to current liabilities is the working capital
ratio which reflects the ability of the company to meet its current obligations
promptly.
(9) The ratio of cash to current liabilities shows the relative amount of
available cash and the relative amount of cash necessary to be realized
from other current assets to meet current liabilities on demand.
(10) The ratio of net income to net worth represents the rate of return
on the owners’ investment in the business.
(b) Unless considered with the other ratios or compared with similar figures,
none of the ratios is of much value standing by itself. Some of the comparisons
which are useful are those with similar figures for:
(1) Another company in the same industry,
(2) The same company for other periods,
(3) The industry as a whole,
(4) Business in general.

No. 11 (10 points):
(a) On what basis of valuation should the general fixed properties of a
municipality be carried on the books? Give reasons for your answer.
(b) Should any different treatment be applied to similar property of utilities
operated by the municipality? Give reasons for your answer in this
case also.
Answer:

(a) The general fixed property of a municipality should be carried on its
books at cost. This is advisable because no provision for depreciation may
be taken by a municipality and, if a depreciated value were placed on the books
each year, it would require an entry apart from the general taxation and opera
tion records. The reason for not providing for depreciation on fixed property
of a municipality is that each addition to fixed property is financed through a
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bond issue having approximately the same life as the fixed property. This
bond issue is then amortized throughout the life of the asset through an addi
tion to the operating tax revenues. If these tax lists were further increased to
provide for depreciation, “double taxation” would result.
(b) In the case of utilities operated by a municipality, however, depreciation
should be provided, inasmuch as the utility represents a distinct business
venture of the community, and it should be compared with private utilities
to determine its efficiency. Taxpayers do not directly pay annual taxes for
the amortization of fixed property used by utilities, which should be selfsupporting. If depreciation were not charged, the utility could charge lower
rates, but taxpayers would have to pay higher taxes to amortize the bond issue
—a situation which would obviously distort the actual effect of operating a
municipal utility.
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